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The abundance of global liquidity post the global crisis resulted in a huge amount of international 
capital flows to Government Securities (GS) market. Besides useful, the flow of foreign capital potentially 
give a risk reversal that may leads to instability in domestic financial market. This paper analyzes the 
determinant of foreign investors including the risk and returns, both from domestic (pull factor) as well 
as from global (push factor). The result shows that the push factor was instrumentally influence the 
behavior of foreign investors in the GS (Government Securities) market. For long-term investors, their 
behavior to place their funds in GS market is influenced by push factor, but not significantly affected by 
the pull factor. However, for short-term investors, both pull and push factors influence their investment 
decisions. In addition simulation results indicate that in the future, the prospect of foreign investors in 
the securities market still faces challenges, particularly from the relatively high volatility as a result of the 
shock sensitivity of foreign investors on shock that can happen in the uncertainty in the international 
financial markets due to ongoing debt crisis resolution in developed countries.Concerning these findings, 
Bank Indonesia and the government needs to maintain and manage the returns and risks of domestic 
investment on a more competitive and relatively low level by maintaining the strength and resilience of 
the domestic economy and financial stability. 
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I. INTRODUCTION
The abundance of global liquidity post-global crisis that resulted in a flood of international capital 
flows in the form of investment portfolio into Indonesia will provide a challenge for monetary 
policy implementation2. Indonesia, like other emerging market countries, has a stronger level of 
economic growth and higher interest rates, while in the other hand, at the same time developed 
countries apply extra loosening monetary policy with relatively low interest rates. Both of these 
factors play an important role in the shifting of international capital flows to emerging markets 
that have a better rate of return and are supported by economic performance and improving 
risk (IMF, 2010).
In the one hand, the entry of the foreign capital showed increasing international confidence 
in economic fundamentals reinforced by the increase of Indonesia’s rating to investment grade. 
Capital flow can increase domestic liquidity and can be used as an alternative investment 
funding source that is relatively cheaper and can encourage investment activity and encourage 
the domestic economy.
However, besides being useful, in the other hand, international capital flow has high 
potential risk if it is not managed wisely. Massive capital inflow leads to appreciation of the 
exchange rate and is able to weaken the competitiveness of exports. Besides, it can lead to 
higher risks of economic overheating on the economy and increasing pressure on inflation along 
with the sharp increase in asset prices as well as credit growth and investment that tend to 
be more expansive. At the same time, the global economic condition that is still vulnerable as 
well as uncertain international financial markets along with debt crisis in Europe could trigger 
the fluctuation in international financial markets and lead to high risk of instability in domestic 
financial markets and the exchange rate in the case of reversal of capital in short time (sudden 
reversal), especially for the short-term capital flow.
Thus, the foreign capital flow is expected to be managed properly in order to give optimal 
benefits to economic as well as can be minimized the risks. In order to minimize the potential 
risk in the management of international capital flow, it needs a better understanding about 
the patterns of capital inflow behavior in financial markets especially in Government Securities 
(SUN) market along with increasing foreign ownership in the market. In-depth analysis includes 
several factors, which are the risk factors and the returns that can be derived from domestic 
(pull factor) or from global (push factor), that affect foreign investors when they decide to make 
the purchase and sale in Government Securities (SUN) market3. The analysis also needs to be 
focused to get a good understanding about the characteristics of investor with investment time 
2 Some emerging markets facing massive capital inflow has taken several policies beyond interest rate policy in managing capital inflows 
as macro prudential policy and capital controls (IMF, 2011). Ostry (2010) argued that the policy mix in the face of capital inflows 
depends on the country’s economic conditions, the level of foreign exchange reserves, quality of prudential rule, strengthening 
exchange rate and persistence of capital inflows.
3 Analyses using high-frequency (daily data)
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horizon (long-term and short-term). The results of this study are expected to give appropriate 
policy recommendations in managing capital inflow, especially in financial markets.
The purposes of this study are to identify the foreign investors’ behavior in the Government 
Securities (SUN) market, both long-term and short-term investors as either in aggregate or 
individually, especially their net transaction (purchases minus sales) in secondary market of 
Government Securities (SUN). The analysis of behavior identification includes the factors that 
affect investors’ motivations which are returns factors and risk factors, whether it is sourced 
from domestic (pull factors) or from global (push factors); second, to simulate the prospect of 
foreign investors in the Government Securities (SUN) market by using the estimated model; and 
third, to recommend the aspects  needed to be considered in the management of international 
capital flow based on the findings in two purposes of this study.
II. THEORY
2.1. Modern Portfolio Theory (MPT)
Modern Portfolio Theory (MPT) or Portfolio Theory is a mathematical formulation of the 
diversification concept in investment, with the aim to investment assets collection selection that 
gives the most efficient composition either in terms of return or risk. MPT is a financial theory 
that attempts to establish the composition or proportions of a wide selection of assets in order 
to maximize the expected return of portfolio for a certain level of risk, or instead to minimize 
risk for a level of expected return. This theory was first introduced by Harry Markowitz (1952) 
and developed by James Tobin (1958) by adding an asset that is risk-free into the analysis.
If investors, especially foreign investors, have two risky investment portfolio options 
which is investment in Indonesian financial market that have return RD and variance σ2D and in 
international financial market with return RF and variance σ
2
F  investors can invest their funds 
with the proportion by ω
p
 for asset in Indonesian financial markets and by 1 - ω
p  for asset in 
international financial market, then expected return portfolio and risk of the portfolio are:
(1)
(2)
ܴ௉ ൌ ߱௉ܴ஽ ൅ ሺͳ െ ߱௉ሻܴி 
ߪ௉ଶ ൌ ܧሺܴ௉ െ ܧܴ௉ሻଶ ൌ ߱௉ଶߪ஽ଶ ൅ ʹ߱௉ሺͳ െ ߱௉ሻߩߪ஽ߪி ൅ ሺͳ െ ߱௉ሻଶߪிଶ 
where σ2P  is the standard deviation of RD and RF, and r is the correlation between RD and 
RF.
In portfolio theory that used mean-variance model, investor will choose the efficient 
investment portfolio (efficient portfolio) which has a high return and low risk. In Figure 1, the 
combinations of all efficient portfolios are in BB curve where the investment risk σ2P  is getting 
small on each return investment Rp.
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Figure 1.
Efficient Portfolio
In order to know the optimal portfolio allocation between domestic and foreign investment 
then it is using capital market line MN that is a combination of return and risk from risky and 
free risk asset. The slope in equilibrium will touch BB curve at the point P, which is portfolio 
combination that has return RP and level of risk σ2P . If investors want to gain higher return then 
they should add their investment portfolio in risky asset as well as having a higher risk so that 
it moves towards point M. Instead, investors will gain lower return when they have less risky 
investment so that it moves towards point N.
The number of optimal investment w*P  is obtained from substitution equation (1) and 
(2) into the slope σ2P  / (Rp - N) and slope (∂ σ
2
P  / ∂wp) / (∂RP / ∂wp) as used by Miller (1971), so 
that obtain:
(3a)
(3b)
(3c)
Where
߱௉כ ൌ ൫ఙಷమோା௄൯ሺ௅ା௄ோሻ ൌ ݂ሺܴǡ ߪ஽ଶǡ ߪிଶሻ 
ܴ ൌ ሺோವିோಷሻሺோುିேሻ  (3a)ܭ ൌ Vிଶ െ UV஽Vி  
ܮ ൌ V஽ଶ ൅ Vிଶ െ ʹUV஽Vி 
2.2. Long-term vs. short-term Investors
Long-term and short-term investors differ in terms of investment period. Using portfolio theory 
with mean-variance analysis, Campbell and Viceira (2001) suggested that the short-term investors 
are facing the following one-period wealth maximization problem:
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where Rp,t+1 is portfolio return, R t+1 is return of risky assets, RRF,t+1 is return of risk-free 
assets, at is share of the portfolio placed on risky assets, and γ is coefficient of relative risk 
aversion.
Furthermore, substituting equation (6) to (5) and then (4a) and (4), we obtain the 
maximization problem for the short-term investors as follows:
(7)
(8)
(9)
(10)
(11)
(12)
(13)
(4a)
(4b)
(5)
(6)
݉ܽݔܧ௧ ௧ܹାଵଵିఊȀሺͳ െ ߛሻ 
݈݋݃ܧ௧ ௧ܹାଵଵିఊ ൌ ሺͳ െ ߛሻܧ௧ݓ௧ାଵ ൅ ଵଶ ሺͳ െ ߛሻଶߪ௪௧ଶ
Where
subject to
௧ܹାଵ ൌ ሺͳ ൅ ܴ௉ǡ௧ାଵሻ ௧ܹ
ܴ௉ǡ௧ାଵ ൌ ߙ௧ܴ௧ାଵ ൅ ሺͳ െ ߙ௧ሻܴோிǡ௧ାଵ
݉ܽݔ݈݋݃ܧ௧൫ͳ ൅ ܴ௉ǡ௧ାଵ൯ െ ଵଶ ߛߪ௣௧ଶ
From equation (7), the short-term investors will achieve maximum wealth by maximizing 
their portfolio return and minimizing their risk (variance) portfolio. Optimal return and variance 
portfolio are
ݎ௉ǡ௧ାଵ െ ݎ௥௙ǡ௧ାଵ ൌ ߙ௧ሺݎ௧ାଵ െ ݎ௥௙ǡ௧ାଵሻ ൅ ଵଶ ߙ௧ሺͳ െ ߙ௧ሻߪ௧ଶ
ߪ௣ǡ௧ଶ ൌ ߙ௧ଶߪ௧ଶ
Meanwhile, the long-term investors face wealth maximization problem for K period 
ahead, with the following budget constraint: 
௧ܹା௄ ൌ ൫ͳ ൅ ܴ௉௄ǡ௧ା௄൯ ௧ܹ
The maximization problem for the long-term investor is:
݉ܽݔ݈݋݃ܧ௧൫ͳ ൅ ܴ௉ǡ௧ା௄൯ െ ଵଶ ߛߪ௣௧ା௄ଶ
and the optimal return and variance of the portfolio are:
ܭሺݎ௉ǡ௧ାଵ െ ݎ௥௙ǡ௧ାଵሻ ൌ ߙ௧ܭሺݎ௧ାଵ െ ݎ௥௙ǡ௧ାଵሻ ൅ ଵଶ ߙ௧ሺͳ െ ߙ௧ሻܭߪ௧ଶߪ௣ǡ௧ା௄ଶ ൌ ߙ௧ଶܭߪ௧ଶ
By comparing equations (8) and (9) with (12) and (13), the return and variance portfolio 
of short-term investors are still optimal for the long-term investors. The mean and the variance 
of the short-term investors are equal to the long-term investor, multiplied by the factor of K 
period.
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2.3. Determinants of Capital Flow
The capital inflow to developing countries is driven by several factors. The high degree of financial 
integration accompanied by the rapid development of technology, especially information and 
communications technologies play important role in accelerating the increasing mobility of the 
capital flows. Besides, the development of capital market infrastructure accompanied by the 
liberalization of capital markets such as the elimination of barriers to repatriate, the reduction of 
barriers for foreign participation and ownership also contribute to the expansion of the capital 
flows to developing countries’ markets.
There are two major determinants for capital inflow (Agenor, 2004; Calvo et al, 1994):
1. Internal or pull factors, which are linked to domestic policies, such as high productivity 
levels and growth rates, strong macroeconomic fundamentals, macroeconomic stabilization, 
structural reforms (for instance the capital liberalization and reduction of fiscal deficit), which 
would normally be compensated and reflected in the increase of a country’s rating.
2. External or push factors such as (1) the low level of world interest rates, particularly in the 
U.S. and some other developing countries, which lead to the declining of risk premium, 
while give higher yield in emerging markets (2) recession or slowing down of level growth 
in developing countries will lead to low return level and reduce profit opportunity, hence 
will lead to the transfer of capital from developing countries to emerging markets.
Based on type and risk, capital flows can be categorized as follows: 
Picture 1.
Types of Capital Flow
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Larrain et al. (1997) found that long-term flows tend to be influenced by economic 
fundamentals, while short-term flows are influenced by the interest rate differential. Agung 
et al. (2011) by using Indonesian data and VAR models, found that the capital inflows into 
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Indonesia are mainly caused by “push factors”, especially from the impact of extra loosening 
monetary policies adopted by developing countries. In addition, we found that the inflows are 
particularly vulnerable to the reversal risk.
2.4. Empirical Basis
Several studies have analyzed the factors that led the flow of foreign capital flows into developing 
countries. There are few studies that specifically use VAR to analyze capital flows in emerging 
countries like Ying and Kim (2001), Vita and Kyaw (2007), Goldfajn and Minella (2005), and 
Culha (2006). In general, Culha (2006) and Fratzscher (2011) stated that the domestic factor 
(pull factors) is important factors in attracting capital flows in emerging countries. While Forbes 
and Warnock (2011) stated that factors from abroad (push factors) to be a driving force of 
capital flows to emerging countries.
Agung et al (2011) using OLS method with monthly data from January 2004 - December 
2010 examines factors affecting capital flows in the stock market, SBI and Government Securities 
(SUN). He found the  capital flows are positively influenced by two pull factors namely domestic 
economic growth (production index) and domestic interest rate changes, and three push factors 
namely the level of global risk (EMBIG), the global liquidity excess (money supply in the U.S.) 
and the changes in U.S. interest rates. Meanwhile, capital flows are negatively affected by U.S. 
economic growth. Furthermore, to examine the effect of capital flows on macroeconomic variables, 
he used the VAR method on quarterly data for the period of 1994 to 2010. The results were capital 
flows have a positive influence on foreign exchange reserves, money supply, and stock index, 
and negative effects on the real exchange rate (appreciation).
Nugroho (2010) examined the factors affecting capital flows that are proxied from 
the foreign exchange transactions with domestic banks from LHBU. Using OLS method and 
monthly data from January 2002 - March 2010, he found that the capital flows are positively 
influenced by two factors, which are spread between JIBOR domestic interest rate with LIBOR 
composite interest rate and economic growth in the U.S. (U.S. consumer confidence and U.S. 
production index), and was negatively influenced by exchange rate expectation (depreciation 
led to capital outflow).
Cadarajat (2008) by using ARDL method and quarterly data from 1985 to 2007 suggests 
that the capital flows proxied from FDI, FPI and other investment have positive effect on current 
account, domestic economic growth and the stock index and have negative effect on country 
risk and real interest rate.
In the financial markets (stocks and Government Securities (GS)) there are positive 
relationships between the price volatility and the trading volume. The higher the trading volume, 
the higher will the price volatility in the market. Karpoff (1987) stated that relationship between 
price volatility with trading volume can give a clearer view of the flow and dissemination of 
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information in the market as well as its structure and its size . Positive relationship between 
two variables indicates that the market becomes more transparent because there are many 
investors who can obtain variety of information about market conditions and fundamentals 
from many sources.
III. METHODOLOGY 
3.1. Estimation Technique
In a series of financial data, which is usually the high frequencies data, daily or weekly, is often 
found volatility clustering, where there is a period with high volatility while at different times, 
there were periods with low volatility. In the period of high volatility, a large shock (residual) 
tend to be followed by a large shock as well, instead, in periods of low volatility, a small shock 
will be followed by a little shock too.
Ordinary linear regression model emphasizes stable volatility assumptions (homoscedasticity). 
In the above case, where the homoscedasticity terms cannot be met, one can model the variance 
of ε_t as a function of the lag of error term. Modeling and forecasting the volatility gives several 
advantages such as a more efficient estimator if the problem of heteroscedasticity can be solved. 
Besides, since theforecast confidence interval can vary across time, the variance modeling of 
error term will help to give more accurate interval.
Engle (1982) introduced the concept of Autoregressive Conditional Heteroscedasticity 
(ARCH). In this model, variance of error term in period t is affected by the square of previous 
error term (volatility) in several periods.
(14)ߪ௧ଶ ؠ ܧሼߝ௧ଶȁܫ௧ିଵሽ ൌ ߱ ൅ ߙߝ௧ିଵଶ
With ω > 0 and a > 0. The above model is the ARCH (1), with lt-1  is a collection of 
information that includes e 2t-1 and all previous information. ARCH model (1) states that when 
large shock occurs in period t - 1, then e 2t tends  to be large, as well as σ2t . In other words, 
there is a correlation between e 2t  and e 2t-1. Unconditional variance from e 2t  is:
(15)ߪ௧ଶ ؠ ܧሼߝ௧ଶሽ ൌ ߱ ൅ ߙܧሼߝ௧ିଵଶ ሽ
The above equation has a stationary solution which is: σ w= 2t 1 - a , because 0 < a < 1. 
Keep in mind that unconditional variance does not depend on t.
ARCH model (1) can be expanded into ARCH (p) as follows:
(16)ߪ௧ଶ ൌ ߱ ൅ ߙଵߝ௧ିଵଶ ൅ ߙଶߝ௧ିଶଶ ൅ ڮ൅ ߙ௣ߝ௧ି௣ଶ ൌ ߱ ൅ ߙሺܮሻߝ௧ିଵଶ  
The improvement of ARCH model variations that are very useful is introduced by 
Bollerslev (1986), known as Generalized ARCH or GARCH. GARCH model (q, p) can be written 
as follows:
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With ω > 0, a > 0 and b > 0. GARCH is a more compatible alternative to model the ARCH 
with higher order. By using GARCH method the selection of lag εt can be minimized.
3.2. Empirical Model
To investigate the determinants of foreign investors on Government Securities (SUN), we use 
econometric models test for equation (24) using GARCH. 
(17)
(18)
(19)
Or
ߪ௧ଶ ൌ ߱ ൅ σ ߙ௝௣௝ୀଵ ߝ௧ି௝ଶ ൅ σ ߚ௝௤௝ୀଵ ߪ௧ି௝ଶ  
ߪ௧ଶ ൌ ߱ ൅ ߙሺܮሻߝ௧ି௝ଶ ൅ ߚሺܮሻߪ௧ି௝ଶ
ܲ݋ݏ݅ݏ݅ܰ݁ݐܶݎܽ݊ݏܽ݇ݏ݅ܫ݊ݒ݁ݏݐ݋ݎܣݏ݅݊݃ ൌ ൫σ ן݇݉݇ൌͳ ܲݑݏ݄ܨܽܿݐ݋ݎ݇൯൅൫σ ߚ݇݊݇ൌͳ ܲݑ݈݈ܨܽܿݐ݋ݎ݇൯ 
The dependent variable is the position or the accumulation of foreign investor transaction 
(non-residents), both long-term and short-term. Transactions that are analyzed is the position 
of net inflow (purchases minus sales) for each long-term and short-term investors in aggregate 
or individually. While the candidate of independent variables are as follows:
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We use daily data from 2004 until the end of 2011. The source of foreign investor 
transactions data was obtained from Government Securities transactions in secondary market, 
obtained from BI-SSSS system (Bank Indonesia Script less Securities Settlement System). While 
independent variable data is obtained from Bloomberg.
In order to identify foreign investor group behavior, consisting of long-term and short-term 
investors in Government Securities (SUN) market, we regress the equation (24) with dependent 
variable of the net transaction (purchase transaction – selling transaction) and the combination 
from various variables in Table 2 as the independent variables for each group. Each equation 
contains 4 or 3 independent variables that represent indicators of the global risk and return 
or the domestic risk and return. Total equation used is 72 equations. From 72 equations, we 
selected one equation for all foreign investors both aggregately and individually. The selection 
of the equation is based on the number of significant independent variables.
IV. RESULT AND ANALYSIS
4.1. Stylized Fact of Government Securities (SUN)
The transactions of foreign investors in Indonesia tend to increase. In 2011, foreign investors 
purchase transactions reached 44.7% from the total value of transactions in Indonesia 
Government Securities (SUN) market (Figure 4). Besides, looking at the net transaction (purchase 
transactions net minus sales), more foreign investors took selling position during 2006-2008, 
and recorded the building stock during 2009-2011 (Figure 5). In terms of ownership, as of June 
2012, foreign investors have a market share of 27.40% (Figure 6).
Figure 2.
Foreign Transaction Value
Figure 3.
Net Position of Buy-Sell Foreign Investor
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Figure 5.
Trading Activity of 7 Largest Foreign Investor
Figure 6.
Position of 7 Greatest Foreign Investor
(in Billion Rupiahs)
Figure 4.
Position of Foreign Ownership in SBN
In order to categorize the long-term or the short-term investor, we use the Government 
Securities (SUN) trading in secondary market. Figure 7 shows that there are 7 most active 
foreign investors, with the average activity of buying - selling of 70% from the total transaction 
value of foreign players. As explained before, the difference between the long-term and the 
short-term investor is on their investment time horizon. In this paper, the long-term investor 
is defined as foreign institutional investors who have significantly increase their position in 
Government Securities since 2009, which was the starting period of rapid capital inflows into 
Government Securities (SUN) market. Instead, the short-term investors are foreign institutional 
investors that have no significant changes in their Government Securities (SUN) position for 
the same period. Based on these definitions, then in accordance with Table 4, the investors 
fall into the category of long-term investors are investors A, B and C and short-term investors 
are investors D, E, F and G.
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From table 4, in 2011 when there was rapid of capital inflows, the long-term and short-
term investors have relatively similar portion of 46:34 (Figure 10). This shows that both investors 
have relatively equal effect on Government Securities (SUN) market.
Long-term investors tend to be active after the global financial crisis (end of 2008). 
Meanwhile, the short-term investors have been actively trading in Indonesian Government 
Securities market, and its movement is very volatile, showing their higher motives for capital 
gain (indicated from a very high buying and selling activities ).
Figure 7.
Position of Foreign Investor (in Billion Rupiahs)
Figure 8.
Portion of Long-term and Short-term Investor
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4.2. Estimation Result
Regression results for 72 combinations using GARCH (Equation 19) obtained a general equation 
that can be used on all foreign investors both groups (long-term and short-term investors) as 
well as individual of foreign investors. The independent variable of the equation are the 5-year 
yield as domestic return variables, the 5-year U.S. T Notes yield as foreign return variables, the 
interbank (PUAB ON) rates as domestic risk variables and the VIX index as foreign risk variable. 
Next, this general equation will be tested on all investors both group of investors (long-term 
and short-term). 
Long-Term Investor
The result of estimated general equation for the long-term investor showed only push factors 
(global factors), both profit and risk, that significantly affect the behavior of investors in the 
Government Securities market. The test results remain consistent with the behavior of individual 
investors. From 3 long term investors tested, two individual investors perform the same behavior 
(Investor A and B). Meanwhile, the behavior of investor C transaction cannot be well explained 
by the variable yield5 (proxy for domestic return), USTB (proxy for global return), PUAB (proxy for 
domestic risk) and the VIX (global risk). Regression results show that considerable improvement 
of the long-term foreign investor position in the GS market, especially since the beginning of the 
global financial crisis in 2008 was driven by the push factors which represented from the low 
foreign interest rates and the relatively high foreign risk. Foreign investors are looking for the 
alternative placement of investment with relatively high interest rate and low level of risk.
The huge push factor shows the vulnerability of the GS market to the risk of large sudden 
reversal of capital flows when the intensity of risk in the international financial markets increased 
Figure 9.
Net Activity of Buy-Sell of Long-term Investor
Figure 10.
Net Activity of Buy-Sell of Short-term Investor
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sharply. Therefore, the government and Bank Indonesia need to continue the awareness of and 
to monitor the global financial markets developments and prepare the contingency plans to 
address these risks to minimize their impact on financial stability and domestic economy.
The results of impulse response in Figure 12 shows that the shock of a rise in 5 years U.S. 
T-Notes by 100 basis points would lead to lower position of long-term investors net transaction 
(or make  net sales) by approximately Rp 11 billion at that time (t = 0) with the cumulative 
impact by Rp 14 billion. While the shock of a rise in VIX index by 100 basis points lead to 
long-term investors sales by Rp 1.7 billion, with the cumulative impact by Rp 2.4 billion. The 
result ofindividual impulse response (Investor A and B) shows higher sensitivity. In Figure 13, 
the increase shock of 100 basis points U.S. T-Notes yields lead to investors A and B to make 
net sales by Rp 19 billion and similarly, the increase of 100 basis points VIX index lead to net 
sales by Rp 2 billion at the time t = 0.
Figure 11.
Impulse Response Function Result to Long Term Investor (in Billion Rupiahs)
Figure 12.
Impulse Response Function Result to Investor A and B / Long-Term (in Billion Rupiahs)
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Figure 12.
Impulse Response Function Result to Investor A and B / Long-Term (in Billion Rupiahs) Lanjutan
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Short-term Investor
In contrast to long-term investors, short-term investor transaction behavior is influenced by 
both push factors and pull factors (domestic factor) in the Government Securities (GS) market. 
The regression result suggests that the high frequency of short-term investor transactions in GS 
market is driven more sensitively on each of changes in the pull factors and the push factors. 
Both ofthese factors will affect the expected return and the risk tolerance to accept. This is in 
line with the nature of short-term investor transactions that tend to only look at short-term 
profits through capital gains.
The high frequency of short-term investor transactions that is not accompanied by the 
increasing position will lead to high volatility in the GS markets, which in turn may affect the 
stability of the overall financial markets. Therefore, considering short-term investor transaction 
is very volatile, and then from domestic points of view, the government and Bank Indonesia 
need to consider the factors that influence the short-term investors by maintaining domestic 
economic condition such as maintaining domestic competitive interest rate and keeping the 
level of domestic risk at a fairly low level. Meanwhile, to encounter the risk of capital flows 
reversal, the government and Bank Indonesia need to continue their awareness on risks in the 
international financial market and prepare the contingency plans.
The results of the individual impulse response in Figure 14 shows that the increase shock 
Yield5 by 100 basis points would lead the short-term investors to lower net transaction position 
(or making  net sales) by Rp 25.5 billion at that time (t = 0 ) with the cumulative  impact by Rp 
31.05 billion. On the other hand, the increase shock on 100 basis points UST-5 Year Notes index 
will lead the short-term investors to net sell position by Rp 80.7 billion, with the cumulative 
impact by Rp 98.3 billion. Furthermore, the increasing shock on the interbank rate (PUAB ON) 
by 100 basis points lead the short-term investors to book  net sales position by Rp 11.07 billion 
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with cumulative impact by Rp 13.5 billion, while a 100 basis points increase on VIX index lead 
to net sales by Rp 7.07 billion at the time t = 0 with the cumulative effect by Rp 8.6 billion.
Figure 13.
Impulse Response Function Result to Position of Short-Term Investor (in Billion Rupiahs)
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Although in general the results of the regression for the short term individual investors 
show similar to the group behavior, the push factor is more consistent than the pull factor. 
Variable of push factor (U.S. T-Notes and the VIX index) has a significant influence on all 
tested short-term individual investors (Figure 15 and Figure 16). Meanwhile, the returns of the 
domestic factors proxied by Yield-5 significantly affect only two over four short term individual 
investor (Investor F and G) and only one investor (Investor F) that is significantly influenced by 
the domestic risk proxied from PUAB variable.
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Figure 14.
Impulse Response Function Result to Position of Short-Term Investor D and E (in Billion Rp)
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Figure 15.
Impulse Response Function Result to Position of Short-Term Investor F and G (in Billion Rp)
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Prospect of Capital Flows
In order to know the prospects of the capital flows, we run simulations using the above estimation 
both for the long-term and the short-term investors. The simulations use three scenarios; mild, 
moderate, and crises scenario4 with such criteria as outlined in Table 3. Determinations of the 
criteria are based on the historical patterns in each variable since 2004.
4 Mild and Moderate = shock for five consecutive days (1 week); Crisis = shock for 10 consecutive days (2 weeks).
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Using these criteria, we can determine the daily shock value to use for the following 
variables. See Table 4. The simulation result is presented in Table 5.
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The simulation shows the short-term investors are more sensitive to the shock of the four 
explanatory variables. This is because the four explanatory variables can significantly influence 
the short-term investor decisions, while long-term investors are affected only by two  push 
factors the U.S. T Notes and the VIX index. This result confirms that in the event of shock that 
causes changes in the four explanatory variables, the short-term investors react more quickly 
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to respond the shock. In other words, in case of shock, the market became very volatile as a 
result of the short-term investors response.
Thus, amid the global financial markets that are still vulnerable due to the high uncertainty 
in the Euro area and the high U.S. government debt, the future prospects of the capital flows 
on GS market still faces challenges especially the market response on the upcoming shock. 
The high influence of the global factors in the GS market would lead to high volatility in the 
GS market. Foreign investor particularly the short-term investors will respond to the shock by 
making sales that may disrupt the stability of the overall financial markets and the stability in 
foreign exchange market, which in turn may affect the stability of exchange rate.
V. CONCLUSION
This paper provides several important empirical findings. First, the foreign investors in GS market 
are highly influenced by the global risk factor (push factors). The similar long-term and short-
term investors proportion (46:34) shows that the push factors reflected in the low 5 years yield 
US T Notes and global risk appetite (VIX), play an important role on their investment decision. 
Anytime the shock occurs in global financial market, the foreign investors will respond it by 
massive selling, which potentially disrupts the stability of domestic financial market and the 
exchange rate.
Second, in addition to the push factors, the behavior of the short-term investor is also 
influenced by pull factors (return and domestic risk), which are reflected with 5 years GS yield 
and interbank money market (PUAB ON) rate. The increase of GS yield will keep encouraging 
foreign capital inflow to GS domestic market, while the increase of PUAB ON interest rate will 
lead to the decrease of foreign capital inflow. The larger number of variables affecting the 
short-term investor transactions decision relative to the long term investor implies they are 
more reactive to respond the current shock. 
The simulation result shows the prospect of foreign investors in GS market still have 
several challenges in the future, especially the vulnerability of the global financial market due 
to uncertainty. The strong effect of the push factor on foreign investor transactions shows that 
the GS market will remain face a relatively high volatility as the impact of foreign investors 
response on the upcoming shock, especially the short-term investors.
These conclusions, lead to some policy implication and recommendations; first, Bank 
Indonesia and the Government need to continue the effort to keep the domestic return to be 
more competitive and to manage the investment risk at relatively low, as well as keeping the 
sustainability of domestic economy, in order to keep the foreign investors place their investment 
on domestic financial market. Second, Bank Indonesia and the Government should cooperate 
in formulating a contingency plan to keep the stability of the GS market in the case of excessive 
volatility due to foreign investor responses, particularly in the worsening of global financial 
market condition.
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